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THEORY AND PRACTICE
Current Studies and Concepts
EILEEN T. CORCORAN, CPA, Special Editor
Arthur Young & Company
Chicago, Illinois
The Accounting Principles Board of the 
American Institute of Certified Public Account­
ants recently issued for comment, to persons 
interested in financial reporting, two exposure 
drafts.
One deals with the computation and report­
ing of earnings per share and it will supersede 
Part II of APB Opinion No. 9. It is primarily 
a clarification of the methods of computing and 
reporting earnings per share, particularly when 
complex securities are outstanding.
The other deals with accounting for convert­
ible debt and debt issued with stock purchase 
warrants and it will supersede paragraphs 11 to 
15 of APB Opinion No. 12 which in turn tem­
porarily suspended paragraphs 8 and 9 of APB 
Opinion No. 10. This proposed Opinion retro­
actively reinstates accounting requirements 
specified in APB Opinion No. 10 for debt is­
sued with stock purchase warrants.
Both Opinions are the outgrowth of imple­
mentation problems.
EARNINGS PER SHARE
The proposed Opinion discusses extensively 
the nature of residual securities and the com­
putation methods to be used in determining 
primary, fully diluted and supplementary earn­
ings per share figures. It also specifies dis­
closures to be made in connection with these 
items. Due to the Opinion’s complexity, the 
following summary can do no more than high­
light some of its content. To be fully under­
stood, the Opinion must be read and studied 
in depth.
Primary earnings per share
The proposed Opinion provides that all re­
sidual securities should be included in the de­
termination of the primary earnings per share 
figure. Residual securities are defined to in­
clude one-class common stocks and certain oth­
er securities as outlined below.
Convertible preferred stock or debt
1. At time of issuance, convertible preferred 
stock or debt is residual if its estimated 
market value is 150% or more of its invest­
ment value, i.e. its value excluding the 
value attributed to the conversion feature.
2. After issuance, convertible preferred stock 
or debt becomes residual when, for sub­
stantially all of a six-month period, its mar­
ket value has been 200% or more of its 
investment value.
3. Change from residual status to non-residual 
status and exclusion from the computation 
of primary earnings per share should take 
place when, for substantially all of a six­
month period, the market value of con­
vertible preferred stock or debt has been 
less than 110% of its investment value.
A possible alternative test for determining 
residuality of convertible securities is included 
in an Addendum to the exposure draft. This 
test, called the “market parity test,” is based 
on the parity between the market value of a 
security and its conversion value, i.e. the mar­
ket value of the securities obtainable through 
conversion.
Options and warrants
1. At time of issuance, an option or warrant 
is residual if the market value of the stock 
obtainable through exercise is 125% or more 
of the exercise price.
2. After issuance, an option or warrant be­
come residual when, for substantially all of 
a six-month period, the market value of the 
stock obtainable through exercise has been 
150% or more of the exercise price.
3. An option or warrant remains in residual 
status until the market value of the related 
stock approximates, or is less than, the ex­
ercise price for substantially all of a six­
month period.
Participating securities and two class common
The capital structures of some companies 
include types of securities somewhat different 
from those previously discussed. They may also 
be classifiable as residual securities. Among 
these type of securities are:
1. Securities which may participate in divi­
dends along with common stocks accord­
ing to a predetermined formula (for ex­
ample, two for one) with, at times, an up­
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per limit on the extent of participation (for 
example, up to but not beyond a specified 
amount per share).
2. A class of common stock with different divi­
dend rates or voting rates than those of 
another class of common stock, but without 
prior or senior rights.
Additionally, some of these securities are 
convertible into common stock.
Securities with changing conversion rates 
or exercise prices
Certain securities are convertible or exercis­
able into increasing numbers of shares of com­
mon stock, generally over an extended period. 
For example, an issue may be convertible into 
one share of common stock in the first year, 
1.10 shares in the second year, 1.20 shares in 
the third year, etc. Frequently these securities 
receive little or no cash dividends.
Hence, under these circumstances, their val­
ue is derived principally from their conversion 
or exercise feature and they would be deemed 
to be residual securities under the investment 
value test previously described.
In some cases contingently issuable shares 
and securities of subsidiaries may also be re­
sidual.
Fully diluted earnings per share
Securities to be included in the computa­
tion of fully diluted earnings per share are:
(1) non-residual (senior) stock or debt 
which is convertible into common shares
(2) non-residual stock options, warrants or 
similar agreements or
(3) common shares issuable upon the satis­
faction of certain conditions (for example, the 
attainment of specified higher levels of earn­
ings following a business combination).
Supplementary earnings per share
Supplementary disclosures of earnings per 
share are required when conversions or changes 
in residual status significantly affect the trend 
in earnings per share data.
Therefore, if conversions or changes in status 
to or from residual securities during the cur­
rent period have a material effect on primary 
earnings per share, supplementary information 
should be furnished showing what primary 
earnings per share would have been if the con­
versions or changes in status had taken place 
at the beginning of the period in which they 
occur (or date of issuance of the security, if 
within the period). Similar supplementary per 
share earnings should be furnished if there are 
material conversions or changes in status after 
the close of the period but before completion 
of the financial report.
It may also be desirable to furnish supple­
mental per share data for each period pre­
sented, giving the cumulative retroactive effect 
of all such conversions or changes to the end 
of the latest period.
Disclosure
APB Opinion No. 9 strongly recommended 
that earnings per residual share be disclosed in 
the statement of income.
The proposed Opinion requires such dis­
closure to be made, except in parent company 
statements that are accompanied by consoli­
dated financial statements, statements of sub­
sidiaries that are wholly owned and special pur­
pose financial statements. It also requires fully 
diluted earnings per residual share (provided 
potential dilution as described in the Opinion 
is material) to be disclosed on the face of the 
income statement.
Supplementary disclosures of earnings per 
share may be on the face of the income state­
ment or in a note. It requires the bases of the 
computations to be disclosed.
When losses are present, the Opinion re­
quires net loss per residual share to be pre­
sented on the statement of loss. However, it 
prohibits presentation of diluted loss figures.
It proposes that the present requirements, 
for disclosure of earnings per residual share for 
(a) income (loss) before extraordinary items 
(b) extraordinary items, if any, (less applica­
ble income tax) and (c) net income (loss) be 
continued.
Effective date
The Opinion proposes that its requirement 
for disclosure on the statement of income of 
primary and fully diluted earnings per share be 
effective immediately upon issuance of the 
final Opinion.
In all other respects it proposes that the 
Opinion be effective for fiscal periods begin­
ning after December 31, 1968, regardless of 
when the securities entering into the compu­
tations of earnings per share were issued. How­
ever, the Opinion recommends that computa­
tions for earlier periods not subject to the 
Opinion be made in conformity with its pro­
visions.
The Opinion also recommends that, in com­
parative statements in which the data for 
some periods are subject to the Opinion, and 
others are not, the provisions of the Opinion 
be applied to all periods. When the provisions 
of the Opinion are applied to financial state­
ments for fiscal periods beginning before De­
cember 31, 1968, recognition of residual status
(Concluded on page 17)
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This will eliminate the hitherto favorable cap­
ital gains treatment accorded appreciation in 
value during the restricted period.
From the corporate point of view the new 
regulations are beneficial in that a deduction 
may be taken for the full amount of compen­
sation reportable. The incentive for this type of 
compensatory recognition will be eliminated, 
however, and employers and employees alike 
will not be in favor of such regulations being 
finalized.
Hearings on the proposed regulations were 
held in the early part of December. As a result 
the Treasury Department has extended the 
effective date from October 26, 1968 to June 
30 of this year.
The intervening period will be utilized to 
evaluate the suggestions made at the hearings. 
In the meantime, action is being withheld on 
all ruling requests in this area. If, however, a 
corporation entered into this type of restricted 
stock compensation prior to June 30, 1969, the 
favorable treatment previously accorded this 
type of transaction should prevail.
NEW PORTFOLIO
A new portfolio published by 1968 Tax 
Management Inc. on “Estates, Gifts and Trusts 
—190 T.M. Subchapter J—Computation of 
Tax,” was recently brought to your editor’s at­
tention. It is of particular significance in view 
of the fact that AWSCPA member Jesse M. 
Cannon, CPA of Raleigh, N. C. served as Spe­
cial Consultant to the Publishers in the prepa­
ration of this portfolio.
The publication deals with the computation 
of tax and distributable net income in connec­
tion with Fiduciary returns, which can prove 
to be most helpful, even to those who are work­
ing in this area continually. Of particular note 
is the fact that distributions for Fiduciary Ac­
counting purposes, as opposed to Income Tax 
purposes, have been distinguished—an under­
standing of such principles is very important 
in the preparation of tax returns.
We take this opportunity to congratulate 
Jesse on her contribution to the profession in 
connection with this publication.
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should be applied retroactively to each such 
period during which the controlling conditions 
set forth in the Opinion existed.
ACCOUNTING FOR CONVERTIBLE DEBT
AND DEBT ISSUED WITH STOCK 
PURCHASE WARRANTS
This proposed Opinion states (1) no portion 
of the proceeds from issuance of convertible 
debt securities should be accounted for as 
attributable to the conversion feature and (2) 
the portion of the proceeds of debt securities 
issued with stock purchase warrants which is 
attributable to the warrants should be ac­
counted for as paid-in capital and the result­
ing discount (or reduced premium) on the 
debt securities should be accounted for as 
debt discount.
Thus, in this Opinion, the Board reverses 
the position it had taken in paragraphs 8 and 
9 of APB Opinion No. 10, regarding the assign­
ing of a value to the conversion feature of 
convertible debt, but reaffirms the position it 
took in that Opinion that stock purchase war­
rants issued in connection with debt securities 
should be valued.
In December 1967 the Board had suspended 
the effectiveness of paragraphs 8 and 9 in APB 
Opinion No. 10 dealing with the accounting 
for these items retroactive to its effective date 
and had substituted for them certain disclosure 
requirements. At the time of the suspension 
the Board stated that companies following the 
accounting requirements specified in para­
graphs 8 and 9 of Opinion No. 10 could con­
tinue to apply them and that it might decide 
to have its Opinion resolving this question ap­
ply retroactively to the effective date of APB 
Opinion No. 10. This APB Opinion is effective 
for fiscal periods beginning after December 31, 
1966.
In the proposed Opinion, the Board has 
elected to follow this procedure.
“ARTS” OF COMMUNICATION
(Continued from page 13) 
ing is as tiring as that necessary to business. 
All in all any kind of reading is disagreeable. 
Many slow readers try to push themselves to 
greater speed. This often results in even lower 
comprehension and a tendency to regress. A 
failure to achieve better comprehension when 
attempting more rapid reading occurs because 
there is no concept of appropriate methods. 
This failure is due to lack of the art and skill 
in organizing ideas and seeing relationships.
The Competent Reader
Some readers find no evidence of poor read­
ing habits. Both rate and comprehension score 
(Concluded on page 19)
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